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within any kind of realm of reason thar would see us losing $1 in
any of those transactions.” When it came to his own money, that,

indeed, was the case: His compensation totaled $280 million over

eight years and earned him a million a month for six months as a
“consultant,” after he was forced to retire in April 2008.
To add insWMarch 2009, AIG, which by then
e ) Sl I e
;noney to pav out $165 mi an in bonuses Many of the bonuses
wénffb"t ose in, the division that cooked up the disastrous denv-
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&ig;ouﬁd Edward Liddy, AIG's chief executive, then\came up
with one of the lamest excuses since “the dog ate my homework.’
He wrote to treasury secretary Tim Geithner, “We cannot attract
and retain the best and the brightest talent to lead and staff the
A.LG. businesses—which are now being operated principally
on behalf of American taxpayers—if employees believe their

compensation is subject to continued and arbitrary adjustment -

by the U.S. Treasury.” :
Frank Partnoy, like virtually every financial writer, deploys

a gambling metaphor to explain-how the few-rrajerderivative

dealessrcould»bu\g down the house—zH&wx:Ees “Imiagine apoker

supposing the biggest loser gmm at&g,lgggw
;;dfneone not ar- the_pokt-‘:“f table?” Suddenly, lenly, all of-the.poker players
~at the table are HsGIveRE e~ —""

But lersta at thetaphor a step further. Imagine that each
insolvent player is now unable to pay his debts to players at other
poker tables. Those other poker tables would go bust as well, and
so on, right through the casino. Or, in reality, right through the

entire credit system.

Enter the famous “credit freeze” of 2008. What exactly is that?

In chapter 2 we used the analogy that the banking system in

general provides the oxygen for the real economy. Like the air
we breathe, money flows in myriad directions at the same time.
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CHAPTER EIGHT

Companies use short- loans on a daily basis to cover expenses
iil(_gﬁzto . They need longer-term loans to invest in their plants,

- eguipment, and reseaich and development. Mortgages, car loans,

student loans, credit cards, all need bank funds to circulate. Even
the Wisconsin school districts borrow short-term money each
year to smooth out their income flows as they wait for local tax
revenues and state funds to arrive.

But this circulation depends on basic bank-to-bank loans.
Smilter Banks in the hinterland lend their surplus deposits to

- big banks in the financial capitals who in turn lend the money

to large employers back in the hinterland. Large banks lend back

“and forth among each other for countless purposes. I they stop,
all' manner of lending grinds to a halt. And grind to a halt it did,
Cgindoanat it

ce those derivatives went bust.
Think about it from the point of view of one of the nine surviv-

ing large national banks. You've got hillions of dollars’ worth of
CDQ_gsggs\t_h’gghaye plummeted in value. Yp_u_al;e_af@cldto sell
them because then you'd have to book the enormous losses and
you might be ed-insolvent. So you hold onto > them and pray
P
theycome up in value. You also have billions upon bitlions of
dollars’ worth of swaps that might soon come due if other banks
and companies fail. In fact you have bets in all directions—vyou're

giving out insurance and rying insuranceBecatse of the-erash

i M IC ASSEts, you Toight to write them down, so now
- your capltal base is dec ining, You.need more caQE:L You're also

wonimn%h cash. around r.o meet any unexaé'&é'd—“
obligations from the swaps. And to top it all off, your know for
dead certain that every other financial institution is in a similar
fix. Even if you thought you could profit by making loans to other
banks you ‘hold ‘back becaiise you dor’t know how bad off they

realiy are since their toxic assets aré hidden in special-purpose
7N e
VE}l!_CIES N

Given these conditi are i away your
precious money? No way. You ;u_il!ipght thank vou very much.
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THE LOOTING OF AMERICA

And that's exactly what banks did (and are still doing as of this

writing). They don’t trust anyone and for good reason: They

e T e e s
know they "aré Toaded with toxic waste and thav

-ONE else s as well. Ifith\;:;_j:éﬁgj‘, ngmight_m: aid b

It’s taken massive federal guarantees to start unfreezing some of

these markets. So far, all the government has managed to do is
turn some of the ice to slush. We're stil] g long way from freely

circulating financial air. .

With inadequate financial air, it’s just a matter of time before
the “real” economy asphyxiates. No car loans mean very few car
sales. No mortgage money means sharp declines in home sales

and prices. Workers get laid off. Consumers stop spending. And {

the economy spirals downward.

Ben Bernanke, the self-proclaimed Great Depression “buff,” did

not take these events lightly. In a flash, his academic research no

longer was academic. He knew tull well what could happen if the

financial system froze up and ending ceased. It happefied in the
S, and’R0w it was happening again.

Bernanke attacked the crisis the way his research suggested
it should be attacked. Recall that he subscribed to Milton
Friedman’s view of what caused the Great Depression. He
thought economic research had proven that speculative booms
did not have to lead to disaster, even when they burst. While
the 1929 stock market crash certainly caused a major disrup-
tion in the financial system, it did not have to lead inevita-

bly.to the Great Depression. Instead, Bernanke believed that -

the Federal Reserve had failed to provide eno iquidity to
]feep the ecd going. It failed ro B‘aﬂ"bﬁt"_éﬁéugh banks
and inject énOug\-l;_rﬁo;n‘e:;R into the QIIEﬁ'g‘mm--tcrﬁiEak the
, m&a—a—qe Fed 5??H€T930§—H£a?ﬁ‘y€a—élﬁmge gold
¢ standard, which actually reduced the amount of money circu-
lating around the globe. In Bernanke’s view, economists had
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conclusively demonstrated that countries that had aveide

" such tight-money policies during the 1930s had ducked the
. worst of the Depression. '

j t
So as the financial crisis deepened, Bernanke knew just v:\ad
to do. He lowered the Fed interest rates to just about zero. An

he sounded the alarm. He knew that if the financial atrnosq:nhetl'fi
“ stayed depleted for any length of time, thmomy l\;oum
slide into recession, or worse. It had to. There _]u§£_\_h”01.(l:1 n
" be enough credit available for business as us. L. ore an ‘mor:i
5 businesses would fail. Aﬁ@@wﬁﬁe
" together by swaps, the @M spread rapidly

obe. Bagd news. -
EJBe:manke also avoided the worst of free-market ideology. He,

treasury secretary Henry Paulson, and other top Bush administra-

1 tion officials could not look the other way and pretend that the

ial free ma d Tesurrect themselves. That would
financial free markets would resurrect thems

“ : rould
. guarantee the next Great Depression. Government had to inter- |

intervene directly.
ve;:ri:ili: soon_realized that the intervention would have
to be massimnio
JPMorgan and to guarantee about $25 billion ‘m to;“; \35(\15 :
stuck on their books. Then they took over Fannie and Freddie,

' illion in junk securities held by
d guaranteed more than $200 billion in jun
i}r:e E::). They let Lehman Brothers fold. But they had to loan

over $100 billfon to AIG, which held nearly a ha trillionMaolla.tisi
in credmw/twwﬁr;

Lynch and Washington Mutual—companies that had been badly
burned at the CDO casino. Next they asked for $700 billion from

Congress, ostensibly to clean the banks’ books by buying up gs
much financial toxic waste as possible. ’

When all of that didn't work fast enough Ber.nanke bas%call'y
proposed nationalizing the nine major banks (without calling it

that), a one in a previous crisis and England WasJE

'tha e P ‘

&)ing, in this one. He and Paulson chose a very mild form o
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