
From: Alex de Gaston <alex_degaston@yahoo.com>
To: alex_degaston@yahoo.com
Sent: Tuesday, September 30, 2008 6:04:59 AM
Subject: Getting the right plan for market health


Family/Friends, 

I believe the legislation that died yesterday did not address the real root causes in the US banking system. 

(1) Nobody can trust a bank balance sheet. This is due to (a) off-balance-sheet vehicles which were supposed to be banned after ENRON, and (b) “Level 3” assets, which nobody can get a handle on the true valuation of, as identification of the claimed assets and their valuation models are undisclosed. 

(2) Credit Default Swaps (CDS) are “over the counter” (OTC) transactions with no margin or capital supervision. As a consequence nobody knows if their “counterparty” can pay. In fact huge percentages of these people can’t pay – but nobody knows who they are. This is what brought down AIG and this is what could've brought down the whole CDS market if AIG had experienced a "credit default event" at the same time as Lehman, Fannie and Freddie. 

(3) Leverage. The SEC removed broker/dealer 12:1 leverage limits in 2004. All 7 of the major firms that collapsed this year (i.e. Fannie, Freddie, Bear Stearns, Lehman, AIG, WaMu, Wachovia) had leverage far in excess of 12:1. The bill that failed to pass was even more dangerous as it accelerates a provision intended to go into effect in 2011 that allows Ben Bernanke to increase financial firm leverage by dropping reserve requirements on banks to zero should he so choose. It is excessive leverage that got us here in the first place, and this would've actually made it worse. 

Why the bill wouldn’t have worked. 

(1) It only gets rid of future golden parachutes. Those already in leadership positions at the failing institutions will be able to keep their golden parachutes. Where will the insolvent banks get the money to pay these executives? From the proceeds of their sale of bad MBS debt to the bagholding taxpayers. 

(2) The well-connected will be able to purchase any institution that has bought these MBS’s at distressed prices and then resale them for higher prices to the bagholding taxpayers. If I had a billion dollars then I could make some serious money by doing the following. Earlier this quarter a group of investors from Texas paid 22 cents on the dollar for about $31 billion face value of Merrill Lynch MBS’s. This bill would’ve allowed them to sell out to some bigger institution like Goldman Sachs, JP Morgan Chase, Citigroup or Bank of America and then the buyer sell the MBS’s to the federal government with both parties potentially making about $10 billion each on the deal. The taxpayers would then be the bagholders. 

(3) I think there was a lot of urgency in getting this bill through because Bush leaves office on January 20th. If this bill isn’t implemented quickly then the well-connected insiders won’t have time to sell their bank to a bigger fish, take their golden parachute, put their money offshore and cover their tracks before a new president takes office. The next president probably won’t be as friendly to their cause as Bush has a solid track record of taking care of the well-connected insiders while leaving the next generation of taxpayers to foot the bill and the promises of Medicare and Social Security at risk. Implementing this bill too quickly for this purpose would lead to a lot of cynicism in the long run and could hasten the collapse of the United States of America . 

(4) On Monday the Federal Reserve pumped $630bln extra into the markets and by mid-morning it appeared nearly certain that the bill would pass with ALL congressional leaders in full support. However the S&P 500 was down 40 points. Paulson’s $700bln wouldn’t have done much more except give the global markets a psychological boost. However this boost would only be a temporary band aid as the total tab would likely be in the trillions within a few years. 

(5) Most importantly, the bill doesn’t focus on the root causes of our current problem that brought about the crisis. Putting a band aid on it will only postpone the problem and make it much bigger and next time it could cause our whole country to collapse like the Soviet Union did less than 2 decades ago. 

The solution I think will work. 

(1) Force all off-balance sheet "assets" back onto the balance sheet, and force the valuation models and identification of individual assets out of Level 3 and into 10Qs and 10Ks. Enact this requirement beginning with the 3Q 2008 reporting period which begins next month. Total taxpayer cost: $0.00 

(2) Force all OTC derivatives onto a regulated exchange similar to that used by listed options in the equity markets. This permanently defuses the derivatives time bomb. Give market participants 90 days; any that are not listed in 90 days are declared void; let the participants sue each other if they can't prove capital adequacy. Total taxpayer cost: $0.00 

(3) Force leverage by all institutions to no more than 12:1. The SEC intentionally dropped broker/dealer leverage limits in 2004; prior to that date 12:1 was the limit. The big ones that failed had double or more the leverage of that former 12:1 limit. Enact this to occur gradually over a 6-9 month timeframe in order for the Federal Reserve to support the unwind by overleveraged institutions. Total taxpayer cost: $0.00 

(4) Send in the federal bank examiners to look at every financial institution in the United States to enforce the existing laws/regulations. All who are insolvent and unable to raise private capital immediately are forced through receivership where the debt is converted to equity and existing equity is wiped out. With the CDS monster caged the systemic risk is removed, the bondholders provide the cushion for recapitalization (as it should be) and the restructured firm emerges with no debt while the former bondholders are now the owners (of the equity) in the resulting firm. With a clean balance sheet the restructured firms remain in business and open the next morning able to raise and attract capital. Total taxpayer cost: $0.00 

(5) For the few firms that have an insufficient debtholder capital cushion to successfully complete this process, they are liquidated instead. There will be few of these and in fact each of those firms is a regulatory failure, as we should have never permitted a firm to become so far "underwater" that the bondholder's capital is insufficient to capitalize a restructuring. Total taxpayer cost will depend on the capital needs of FDIC once the management, shareholders and bondholders of the most insolvent banks have gotten nothing. Prolonging the pain with this current bailout plan would only require a bigger bailout of FDIC in the long run. 

(6) Finally, drop the silly restrictions on the flow of capital. Real-time transparency instead of restrictions on the flow of capital will cure the abuses. Liquidity in the market stinks and the regulations slowing down the flow of capital is a big part of why. Start prosecuting aggressively the rumors and other manipulation that leads to stocks both rising and falling. Total taxpayer cost: $0.00 

The plan I suggest should instantaneously stabilize the credit markets as balance sheets will be transparent, the CDS monster will be permanently de-fanged, leverage will be returned to reasonable levels and the forcibly restructured firms will have no debt on their balance sheets and be able to immediately access the capital markets. Best of all, it will require exactly zero taxpayer dollars except to shore up FDIC. 



I should disclose that most of these ideas came verbatim from http://www.denninger.net/letters/fixit.pdf. However as I have made several edits, revisions and varied ideas I take full responsiblity of its content. But feel free to share my words with anyone you'd like without giving me credit. I do think that something needs to be done. But it needs to be a good plan. A bad plan will just make things worse in the long run. And yesterday has demonstrated that in the internet age you can no longer as easily go behind closed doors to make laws that benefit the well-connected special interests at the expense of the general public. You have to come up with a plan that works well for WE THE PEOPLE. That’s because when it comes to laws/plans that involve the federal government needing revenue (such as taxpayer money) it cannot be just a Senate bill or White House plan but it must originate in the House of Representatives whose members are directly accountable to the people every 2 years at the ballot box. The only way that the Senate can lead on this is if its a bill that requires no federal revenue. 

yours, 

Alex


