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A September To Remember
Deconstructing the Banking System

In a matter of the past few weeks a near-complete restructuring of the USA’s major financial 
institutions has taken place.  The Federal National Mortgage Association (Fannie Mae), Federal 
Home Loan Mortgage Corporation (Freddie Mac) and American International Group (AIG) were 
effectively nationalized with the federal government taking 80% ownership in exchange for providing 
large scale loans to ensure their ongoing liquidity.  Washington Mutual was shut down by the Federal 
Deposit Insurance Corporation (FDIC) and sold to JP Morgan Chase.  Wachovia was bought by Wells 
Fargo.  There was also some bank consolidation in the U.K. and in Europe.

Lehman Brothers went bankrupt, Merrill Lynch was taken over by Bank of America.  Morgan Stanley 
and Goldman Sachs restructured themselves into bank holding companies, giving themselves access 
to the Federal reserve window and bringing an abrupt end to the era of Wall Street investment banks.  
Mitsubishi and Warren Buffett respectively then made multibillion dollar investments in these firms.

These events constitute a giant step forward in the resolution of the global credit crunch.  The 
problem kids have been adopted by good families.  There will undoubtedly be more bank mergers 
and closures in the USA but the overwhelming majority will involve some of the hundreds of more 
modestly sized regional banks.

Deleveraging America

Some consumers, some investors and some institutions owe too much money.  Many of these are 
being forced to sell assets (houses, stocks & bonds, mortgage portfolios and even gold) to reduce 
their debts.  Ultimately the markets, the economy and society will be better for it, but the transition can 
be quite jarring.  Housing prices are down 20% from their peak, corporate vs. government interest 
rate spreads have spiked up to record levels as bond prices have tanked.  The stock market has had 
5 periods of 10% or greater declines in the past 15 months.  The Great American Garage Sale is on!



Depression For Our Time?

The September 29th stock market swan dive has been described as the biggest point drop in market 
history.  True, but . . . it is only the biggest percentage decline since the market re-opened after 9/11.  
That in turn was the biggest percentage decline since the crash of 1987.  It is worth noting that even 
at today’s depressed levels the market is up 610% since 1987 and 80% since 2001 (not including 
dividends).  This is how the big point drop is a smaller percentage.  This also demonstrates that we 
get through these things.

Nonetheless, the situation is serious.  Not so much because of the scope of losses that will ultimately 
materialize on poorly conceived mortgage loans made to people who could not truly afford them in 
the first place, but because of paralyzed, scared bankers.  Money makes the world go ‘round and to 
do so it has to keep moving.  Bankers have been hoarding cash out of fear.  They look at the bank 
down the street and don’t want to lend them money because “who knows what sort of mess their loan 
portfolio is in”.  And the bank down the street is looking up the street thinking exactly the same thing.  
When looking at their own loan portfolios bankers are worried not so much by the magnitude of the 
loan losses they will face but the write-offs they would have to take when they have to “mark to 
market” their mortgage portfolios to reflect the well below intrinsic economic value many mortgages 
are trading at during the Great American Garage Sale.  As a result banks are reluctant to lend money 
to anyone, so the cost of borrowing is rising, considerably in some cases.  Some loans that would 
normally be made even at the worst of times just are not happening now and lines of credit that are 
used for day to day operation of businesses are getting their ceilings lowered.

Central Banks, like the Federal Reserve in the USA have flooded the financial system with money to 
improve liquidity, but it has not yet done the trick.  What then is required?  Since no one wants to try 
to catch a falling knife, there needs to be some stability brought to falling asset prices, especially 
houses and mortgages.  On the housing front, efforts to restructure troubled mortgages to keep the 
house owners making their mortgage payments and keeping their house from getting added to the 
foreclosure fire sale list would be a solid start.  With so many packages of mortgages available for 
sale well below their intrinsic economic value, large buyers with a reasonable investment time 
horizons could snap up some bargains and finally put a floor under those depressed prices.  Last but 
not least, regulators need to clear banks to carry performing assets at intrinsic economic value rather 
than overly depressed market prices.  As you well know, the one thing the market price of anything 
rarely represents is its fair value.

The safety nets of deposit insurance, a pro-active central bank and global co-operation that were non-
existent in the 1930s, have prevented all out chaos.  Even with the system-stabilizing bank mergers 
and takeovers, a risk of a depression-inducing financial system freeze-up still exists.  Happily, as I 
write, the U.S. Congress has passed a bill addressing the remaining pieces of the stabilization puzzle 
and the G7 finance ministers have scheduled a meeting to co-ordinate strategy.

Much of the recent market turmoil is a direct result of the leadership vacuum in the USA.  President 
Bush is on the cusp of “lame duck” status and could not get his own party members to vote for an 
earlier bill addressing these matters.  Neither party’s presidential candidate has any power yet, all 435 
members of the House of Representatives are up for re-election, as are about one-third of senators.  
Few if any of these people managed to effectively explain to the American public that the legislation 
was not a bailout of a bunch of cigar-chomping, champagne-sipping Wall Street fat cats, but in reality 
a stabilization program for the real economy - Main Street and the homes in the neighbourhood.  
Instead they ducked for cover in fear of the wrath of an uninformed electorate and a media that keeps 
talking about a Wall Street bailout.



Declining Markets

The S&P/TSX fell 18.1% from August’s close to the September 29th low, leaving it down 18.7% in 
2008 and 22.8% below its last all-time high point, first reached in mid-July 2007.   On the global 
stage, the MSCI World Index fell 13.5% to the September low and is down 26.7% in 2008 and 29.6% 
since mid-July 2007.  The markets have fallen further in October.  As we have noted before, this 
market decline has now lasted slightly longer than average and the magnitude of the drop has now 
passed average as well.  There are two other indicators that suggest that the worst is behind us and 
that brighter things lie ahead.  The stock market’s volatility index (widely referred to as a fear index) 
hit a high of 48.4 on September 29th.  It reached above 45 in 1998 during the Russian debt crisis and 
the collapse of the ironically-named “hedge fund” Long Term Capital.  It did it again in 2002 during the 
Enron/WorldCom crisis.  In the 12 months following those events the market rose 21.8% and 13.6% 
respectively.  Similarly the last two times the spread in interest rates between high yield bonds and 
government bonds was in the 1000 basis point area were during the 1991 Gulf War and 2002 
Enron/WorldCom crises.  In the 12 months that followed those events, yields compressed by 464 and 
513 basis points (very good for corporate bond prices) and the stock market rose 3.4% and 23.6% 
respectively.

Franklin D. Roosevelt said it best, “we have nothing to fear, but fear itself”.
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