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Augean Stable, Here We Come!
By Dave Chaddock

Legend has it that the stable of King Augeus had
held three thousand oxen and had been uncleaned for
thirty years. But King Augeus is a piker compared to
the legacy we have inherited from the de-regulating
ideologues of the Bush administration.

It seems that about ten years ago some derivatives
traders at J.P. Morgan came up with a clever innova-
tion — the credit default swap. If you were queasy
about a derivative purchase, you could also purchase a
guarantee that a loss would be covered. It was just
like house insurance, but since it wasn’t considered to
be genuine “insurance”, it would not be regulated by
state insurance regulators. Some people at A.I.G. were
quite impressed by the new scheme. Soon the profits
from such “swaps” became 4.2% of AIG’s operating
income (in 1999) and ballooned to 17.5% in 2005.
(NYT, 9-28).

At the same time the housing market began to grow |

in importance until it involved half of all the profits in
the U.S. Mortgages would no longer sit in the banks
that first issued them, but would be re-sold so the
banks could issue new ones. Pools of hundreds of
mortgages would be bundled into securities, and fi-
nancial gurus, using complex mathematical formulas,
would assure everyone that the risk was minimal, and
besides, it could be eliminated by the purchase of
credit default swaps.
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The growth of these swaps soon became astronomi-
cal. From perhaps $900 billion in 2001, they reached
about $30 trillion in 2006, and then doubled in only
two years to $62 trillion dollars (WSJ, 9-24. At the
same time their base became more and more shaky.
Supposedly their very purpose had been to guard
against risk, but if anything went wrong, the risk
would go through the roof.

And plenty was going wrong. Actually it was Fan-
nie Mae, the government-sponsored lending agency,
created in 1938 to help the housing industry recover
from the Great Depression by purchasing approved
mortgages from commercial banks, which, after be-
ing privatized in 1968, had begun to pioneer the se-
curitization of mortgages. But in the beginning Fan-
nic Mae would only purchase “prime” mortgages
made to borrowers with substantial down payments
and documented income.

However, by 2004, despite the fact that its govern-
ment pedigree allowed it to borrow money at lower
rates, Fannie (and Freddie Mac, created in 1970 to
provide competition with Fannie) was losing 56% of
the market to Wall Street giants, which were increas-
ingly aggressive in acquiring subprime “liar loans”
which they thought were protected by their mathe-
matical wizardry. It was clever stuff all right, but it
assumed that housing prices would always go up and
never go down. It encouraged speculators to
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purchase houses they never intended to live in. In
2004 Angelo Mozillo of Countrywide Financial told
Fannie: “You’re becoming irrelevant!” And so, be-
tween 2005 and 2008, Fannie went along with the
trend, purchasing or guaranteeing $270 billion in risky
loans. (NYT, 10-5-08) When its risk adviser warned
Freddie Mac about its low capital cushion and urged a
slacking off of these toxic investments, he was ig-
nored. Supposedly the “main mission” of Fannie and
Freddie was to “expand affordable housing” but Joe
Nocera suggests that its real mission was just to “get
rich.” He notes that the two chief executives of these
entities had a combined income of $30 million last
year. (NYT, 8-23) Recently, Fannie and Freddie found
a way to cover up their deteriorating situation. It had
been their established practice to recognize losses
when payments on a loan were 90 days past due. But
then they announced that they would wait until pay-
ments were two years late! Thus tens of thousands of
loans would not be marked down in value. (NYT, 9-7)

To further up the ante, second mortgages, formerly
considered a desperate last resort, were re-named
“home equity” loans, and people were told they were
foolish to be sitting on all this equity and not using it.
Ballooning to over a trillion dollars, they were lucra-
tive for banks, with returns 25% to 50% higher. (NYT,
8-15) Average household debt, which was 60% of an-
nual income in 1984, went to 120% in 2008. (NYT, 7-
19) Then add adjustable rate mortgages to the mix.
Soon people were falling behind in payments at record
levels. Home equity lines 30 days overdue rose by
55%.

Washington Mutual, intending to become the Wal-
Mart of banking, specialized in adjustable rate mort-
gages. If you didn’t read the footnotes in their annual
reports, everything seemed OK. But a balance sheet in
September 2006 admitted that its reserves of $1.6 bil-
lion were being sunk by non-performing assets of $2.4
billion. And a year later, things were much worse.
Though reserves had increased to $1.9 billion its toxic
assets had increased to $5.5 billion. (NYT, 9-27) In
February 2007 executives told employees they weren’t
making enough loans. It wasn’t about quality, it was
about numbers. Keysha Cooper, former mortgage un-
derwriter for Wa Mu, declares that 60% of the loans
she approved should have been rejected, and would
have been rejected if she had not been ordered to grant
them. In one case a photo showed one street address
but the file showed a different address. Still the loan
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was approved by someone else over her veto. No
payments were ever received, and when officials
went to foreclose on the property, they found an
empty lot! (Gretchen Morgenson, NYT, 11-2)

Citigroup, a late comer to the feast, soon jumped in
with both feet. Bonuses were doubled and tripled for
derivatives traders. These outsized rewards encour-
aged outsized risks. But the senior risk officer was a
close buddy to those who were overseeing mort-
gage-related securities, and did nothing to rein them
in. (NYT, 11-23)

As for the credit rating agencies, they were re-
warded with a payment every time they gave a triple
A rating. If they did not give an AAA rating, they
would not get paid. Does anyone see a perverse in-
centive here? Was it proper to have a blind faith in
the passing grades of these agencies? Had not the
government abdicated its regulatory responsibility to
these for-hire outfits?

Soon the whole system started collapsing. Indy
Mac, with $32 billion in assets, became the largest
bank failure in 24 years. (NYT, 7-12-08) Had Wa
Mu been allowed to fail instead of being absorbed
by J.P. Morgan, the F.D.I.C would have been se-
verely strained by an obligation of $310 billion.
(NYT, 9-11) But Lehman, which did fail, had assets
of $639 billion. It was ten times the size of Enron
when that monster went down. (NYT, 9-16) Most of
its 11,500 creditors were out of luck until its com-
plex liabilities could be calculated, and meanwhile
the dismantling process was costing $6 million a
week. (NYT, 11-15) Adding up all the obligations
that the U.S. has assumed so far, one estimate puts
the total as “larger in today’s dollars than the cost of
the Marshall Plan, the Louisiana Purchase, the New
Deal, the Korean War, Vietnam and the S&L crisis
combined.” (David Brooks, NYT, 11-28) Is this
possible? At any rate, the $7.8 trillion in question is
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