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KEVIN PHILLIPS

From Bad Money

The severe recession that hit the American economy in 2008 presented
policymakers with daily challenges: saving banks, bailing out automobile
companies, aiding foreclosed homeownets. The news was punctuated with

talk of unemployment, stimulus, deflation, fear of inflation, executive com-
pensation, and debt, debt, debt. Noted commentator Kevin Phillips, who has
taken on some of the big issues of the twentieth century, turns our focus here
to the causes of the economic crisis that transformed the American economy.
If we understand how it happened, maybe it won’t happen again. “The
great credit bubble” had been building up for quite a while, Phillips notes. !.‘
He traces how one problem led to the next and the next. He indicts the na- *
tion’s reliance on the financial industry as a replacement for the old manu-
facturing economy.

e

FOR CENTURIES, THE IMPORTANCE of harvesttime in the affairs
of men made August and September months notorious for declarations of
war, crop failures, and, eventually, bank crises. . ..

By the twenty-first century, of course, farm calendars no longer guid-
ed major events in North America or Europe, save for well-attended fairs
and festivals or the pleasure of buying raspberries, peaches, sweet corn,
and cider at roadside stands. However, in the United States, a new eco-
nomic seasonality—the high point in late spring and summer of new and
existing home sales—helped set the time frame for the financial markets’
2007 mortgage and credit spasms. Falling prices fanned concern that
housing’s giddy five-year buoyancy had created a bubble, indeed one al-
ready starting to pop; concern crystallized into panic, at least in the mass
media and the financial markets, when June and July data dashed any lin-
gering hopes for a sales and price rebound.

Nearly a year earlier, very different public concerns—a quagmire in
Iraq, and Republican sexual scandals and attendant moral hypocrisies—
had taken over the 2006 midterm elections, returning control of Congress
to the Democrats after twelve Republican years. Worry about soon-to-
be-inadequate world oil supplies and the mountainous U.S. buildup ©
public and private debt, particularly home mortgages, were merely clouds
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innovations never crivi-tested, the cw‘r~l?lurt‘;‘urpul"t’llllf u‘uulimlp;;u‘-y (?f
global oil production, the related vulllwrulﬂllll):' T lllr "‘l)‘| .|r.' »l;u ,be |1an it
all, the falye assurance u!'/\mc‘l-icm‘"lmpt‘l‘lull wbris. |} l‘t‘ J:’,m".mtrumm
of George W. Bush, rarely known for strategic grr;lsp..mllm uc;‘ ,;,fm,, in the
carly days of the crisis, Statements by the presic cm.l: 1.c sicg;-mry of the
treasury, and the chairman of the Federal IKCfofve u{m .t 1at the |'(,W_
quality-mortgage meltdown wnuld‘ be ul?urF-hvcd and safely contained
were disproved almost overnight, The pr}nclpnl c‘.ataly:ﬁts (I)f marketplace
panic were some $500 billion of collateralized debt obligations seen to be

tainted by subprime mortgagcs:“Ninja" loans, so called because unquali-
' (1) 8] - '

fied borrowers had “no ncome, no job or assets. The CDOs quickly

d been rumored for the vaunted weap-

spread wider destruction than ha
ons never found in Iraq (investor Warren Buffett, in 2003, had propheti-

cally nominated derivatives as the “weapons of mass destruction” espe-
cially to be feared).
History does seem to repeat itself, if only in outline or rhyme. Unfor-
tunately, vague memories of past financial bubbles almost never suffice to
inoculate a people or nation against repeating an earlier generation’s mis-
takes. Despite highly cautioning precedents, the U.S. financial services
circa 2007, swollen to an unprecedented and unstable 21 percent of gross
domestic product, had laid down a national and international playing field
1o more controllable than the earlier venues of the Gilded Age and the
Roaring Twenties. Technology, quantitative mathematics, and leverage al-
lowed more to go wrong more quickly, and with much greater global
reach. Twenty-first-century risk turned out to be spread and distributed
in a negative rather than positive way.
Aggravating matters, America's sprawling financial debtscape of 2007—
some $1_1 trillion in federal, state, and local obligations, plus a towering
private issuance of $37 trillion (mostly financial, corporate, and mort-
%age)-l——had attained most of that size and clutter over the two previous
v e When Ao Grepas e p o e 2
the United States had totalecdtilll(;s g 1987, public and pFwate' debit 7
ture, total credit market deb -3 trillion. By 2006, following his depar-
" t had quadrupled to $43 trillion. The bes*
publicized part of the surge, in various f; f borrowing
came when the Fed, anxious to stimul ORiE of HONEAEe -
_— . mulate the weakened post-9/11 c0
Y, dropped the key overnight interest rate. already 1 eral times
more to an ultrastimulative 1 percent i e, already low, seV s
mortgage bet was plausible; inl? s July 2003. In the absttch
plementation, though, the I;list;:lt: multiyear government and private m
Huge sums were invelved Des anld abuses are still surfacing. .

- Debt in record quantities had been pile
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op of the erillions still extant from the by ,
Z’;f sf, that by 2()U7Ithc nation’s (;Vcrs:c,l:?nx:;;it:’f “’idjtics and nine.-
whiCh public and Prwntc indebtedness was thrc'c tj‘m" lis cconomy in
oar's GO domestic product. This ratio topped the "": 1gger than tha
ing the years after the stock market crash of 1929, ’!:; c’: record, set dur-
he 19208 and 1930s, when manufacturing retained its W‘:f, l: contyas %
macy despite the Eeome my's temporary froth of gwckmzr::: a:zn; ol
pallyhoo, the eighties and nineties brought a much deeper transf, sm’mlt,ml
Goods pmduction lost the two-to-one edge in GDP it had m,: ‘,:;Df‘ﬂm,
eventies. In 2005, on the cusp of Greenspan’s retirement ﬁ‘:azci;ln e
—the new iibercategory spanning finance, ——— ml::
eded other sectors, totaling over one-fifth of: GDP against
manufacturing’s gaunt, shrunken 12 percent. During the two previous de-
cades (and only marginally stalled by the carly 1990s debt bailouts), the
baton of economic Jeadership had been passed.

In the new century, a burgeoning debt and credit complex—vendors
of credit cards, issuers of mortgages and bonds, architects of asset-backed
cecurities and structured investment vehicles—occupied the leading edge.
The behemoth financial conglomerates, Citigroup, JPMorgan Chase, et
i, were liberated in 1999 for the first time since the 1930s to marshal
banking, insurance, securities, and real estate under a single, vaulting ?mti-
twtional roof, Hedge funds, the bold boutiques, had multiplied from just 3
couple of hundred in the early 19905 to roughly ten thousand in mid-
2007, deploying over $1.8 rillion in assets. Like digital buccaneers, and
hardly more restrained than their sevenwm‘h":mmry pm.icmg;:wrc
atbitraged the nooks and crannies of global finance, capturing even

eturn on capital than casino operators from one-armed bandits and
favorable gaming-table odds.
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. tor went to jail. In 2007, the failures were multiple: be.-
AN Y A Y y 0 | N ‘
e 1\;\5“‘ \11 exotic MOrtage embarrassments, hedge funds’ mathe.
ddes the CDO and © ge = e el ‘ |
Md{'\‘l sulnerabilities included too many lcopyc'lts doing the same _thmg,
matical vulne Jeal with anarchic, almost random, volatility, , ,

inability to

as well as an inability ! L AN ‘
:‘ e future congressional {nvestigating comlmttei lwould have a field
Some ongress : : .

; Mathematically, what Was theoretically impossible often manages to
day. vl At1ICALL

occur anyway. But the hedgies were .big players, ﬁ:lstf-tler custo;ners of
first-tier lenders, and their bets sometimes accounted Ior as much as half
the daily trading volume on the NewYork. exchanges. |

The average American, with other th111g§ to worry about,. had little
inkling of the financial sector’s gargantuan size and clout or its resem-
blancé 1o a laboratory of digital wagering. . . .

Many insiders, of course, had sensed for months, ewlzen yeafs, vErhat was
coming. The valuation of U.S. homebuilders’ stocks hit a zemth.m 2095,
pulled down thereafter by sagging new-home demand and slovnng price
appreciation. New mortgage borrowing by households peaked in the
thind quarter of 2005, and had declined by 45 percent a year later. Build-
ing permit applications topped out in late 2005. The index of real estate
investment trusts crested in 2006, California was already a patchwork
quilt of cut-rate sales and unraveling prices. Housing foreclosures were
setting national records during the last quarter of 2006 and the first quar-
ter of 2007, even though the April-May-June peak-season disaster got
the page 1 headlines,

By September 2007, the Mortgage Lender Implode-O-Meter—real
enough, and easily found on the Internet—listed 150 U.S. mortgage lend-
ers as having gone out of business or stopped making certain loans since
December 2006, including American Home Mortgage and Ameriquest,
once the nation's largest subprime lender. Even in late winter and spring,
several dozen had already closed their doors, In May and June, endangered
hedge funds also came to light. By late July and August, the bond and
credit markets should not have been surprised. On the other hand, neither
should markets have been surprised nine decades earlier when war came

I August 1914, But they were, British bonds (consols) did not plunge

until July 27, 1914 just days befo ‘
. ! ’ f Ifn‘] al, the
same 18 true of their willirzr - atkets are not always ration

gness to anticipate bad
Hu ‘ p news. . . .
ge stakes also drove the Intense politics, In the United States, the

UK,C ;

ersh,ip ﬁ:giézzlfﬁjftmha, your-home-is-your-castle nations where OW9”

ones that cut deepesfe'rcent lffVel, housing-centered crises are usualllY th_e

simple. By some : c>tr;lnto rmdc]le-class well-being, The explanationt is

tor” of the U, eg;p ©3€S, an informal, broadly defined “housing $¢¢”
Romy—mortgage finance, construction, furnishings:
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and related lml.hmtrtc?-ﬁmigln represent a 25 percent share of th
yestic product, enough to i ' i
' include several milli
. . ver: ion vul-
f the frightening blow to the national psyche’s sense

jumber
natimml gross don
perable jobs on top 0

of well-being and stability.
And on top of that, between 2001 and 2006, an unprecedented num

per of Americans used their homes as ATMs, turning huge chunks of

m;denml equi sut spendable, cash. Harvard economist

ty into borrowed, |

Martin Feldstein, a former Republican chairman of the White House
Couneil of Economic Advisers, calculated in 2007 that over “the past five
ears, the va

lue of U.S. home mortgage debt has increased by nearly $3
willion. In 2004 alone, it increased by almost §1 trillion.” He went o
“Net mortgage borrowing that year nof used [my italics| for the purchase
of new homes amounted to nearly $600 billion, or almost 7 percent of
disposable personal income.” In sh

ort, borrowing against homes enabled

stressed consumers to keep consuning . .-
... I've given this book the title Bad Money, and part of the explana-
don is caught up in what I think of as the malfeasance of “money,” in-
¢ and pres-

cluding lax oversight of the financial sector by Washington pas
ent. These failures laid the foundation for both of chis volume’s main

concerns: first, the deadly interplay of financial sector growth and debt
hubris with a hot-wired American housing crash; and second, the inter-
twined vulnerability of US. oil supren ttlcd,, targeted
dollar. Should both perils impact the U o] markets simultane-
ously, as August 2007 hinted, the word to be an inad-

equate description.
In recent decad

have placed hot, flavor
. gont of greed’

werisis” might prove

titles and names for television programs
wold,” “new,’ “easy, « dirty;” “mad,’
un, wmoney.' The

ineteenth-

“ ” 0 ”
smart,” and dumb”—11 fron
i o evoke nin
pairing for this volume, Bad Money, i 10" m;cgd"jil :windlcrs or twenty
century robber bazomh ewentieth tuthS‘: ?s tzlo paro¢ ial’Thc reason
first-century Enron architects. FO , tha e .
; with
for 3PPlYinrga negative characteriza is historical and mtsut::':utcl:;;l»c .
a deep bow to the inher¢ yuln ability of human 18 ] n
P . essed y on an rcccdcntcd scale. Money
Wik 2 leading world economic power
n, the

pecuniary temptation
is “bad,” in the historical s¢ hired State hin
. . ite -

passing its zem h g New Amsterdam), and
maritime Dutc
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SRRadT I Hhe artene e further applies to ‘:"““":l‘: Hhancial t‘!tlv

. 1 entrench itelt ax @ countryy G - and profiy
Aovate, expand, am lane i the United Statex over the |
Aaminating tector, av hay been done i B axt

b v Dong thas wo hurriedly hay \“““.“ up inst umn‘nalinn
QUITEE CERIVES s apeculative blases, tenfold
nanay pubhc and private delbit, grow \‘ Chand \| o and
rventutold leveraged gambling, uwnchecked ‘e\l;‘\\ M“.? "“R“"M!‘d pmd-
ot novation, and a tendency towand periovis |"""‘“‘; l‘"“ nstability. Iy
ach a short time trame, though, finance \‘“\‘\\“ If““ RRNLY ““_‘ hf\\'t‘ con-
solidated and entrenched wm a meeker or ‘n\nw civic-minded tash\\nn. For-
mer Federal Reserve chairman Alan Greenspan has openly stipulated,
now that he is again a private citizen free to spcukl. what most people
know well: that manic boom and bubble periods bring the weakness of
human nature to the fore, As for the financial sector behavior in suel,
Arcumstances, surely there must be some applicable variation of Lo
Acton famous thesis about the greater the power, the greater the abuse
and corruption,

It} also “bad™ to promote an overbearing financialization of Americal
scanomy and culture, lesser versions of which in both U.S. and world his-
tory have lad to extremes of income and wealth polarization, a culture of
money worship, and overt philosophic embrace of speculation and wide-
open markets. Minimally bridled finance, extraordinarily rewarding to the
top 1 or 2 percent of the population possessing capital, skills, and educa-
ton, indulges all of these tendencies. Bridling that sector was possible in
1933, when Franklin D. Roosevelt orated about throwing the money
changers out of the temple. To a degree, at least, he did. Tossing political
and governmental nets around the giant, cyberspatial King Kong who
pr:a\\‘ls early-twenty-first-century Manhattan (or, for that matter, the City
oltl anmxdon financial district) represents an entirely different magnitude of
C enge. . ..

The crisis is no longer in the future,
n August [2007], w
bad debt and distr

but upon us. The debacle started
\hen collateralized debt obligations, built in part around
; stributed globally by Wall Street, began making a sloV
tman wreck relating to weak sections of the U.S. mortgage market int0 *

criis of top American banks ' i
and of the global ¢ arkets, The cru
beyond unsafe mor ko

mind-set that | "age lending, was the recklessness of the speculative
the rest ot‘;: 3 at the heart of Anglo-American finance in an era Whe?
and consey © w?dd was begmning to look for capitalism more roote
SCl0us of its responsibilities, .
There is no b ;

. t
to be inﬁicted—;::r distillation of the harm inflicted—and probaby ¥*

s that of . per in
his 2007 volume, 4 Dmnor? o??)ige find manager Richard Boot™

ur Ol"" Dfsf‘g“" A,Idrke‘s' Hedg(’ Fu"dso ane
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neial Innovation. His underlying point is that even though
kecp. dreaming up new instruments, it's nota gogd
ach innovation adds layers of increasing complex-
ling, and risk. By way of comparison, “‘consider the progress
of other products and services over the past century. From the structural

“bui 1d bridges, to the operation of oil refineries or pow-

\'l('sig“ of ;
to the safety of automobiles and airplanes, we learned our les-

er phllt&
sons. In contrast, financial markets have seen a tremendous amount of
. in the past 30 years, but the result has been more frequent
_...The integration of the financial markets into a

iquitous and timely market information, the array of op-
tive instruments—have exaggerated the pace of ac-
avity and the complexity of financial instruments that makes crises inevi-

table.”
Countertrends toward realism and greatet regulation may well be-

excessive and overreach, much like the market excesses and Anglo-
they now challenge. But it 1s well to understand the
provocation offered by the blind-to-human-nature, history—ends-with-us
millennial capitalism. ... My summation is that American financial capi-
talism, at a pivotal period in the nation’s history, cavalierly ventured 2
multiple gamble: first, financializing 3 hitherto more diversified US.

Jeverage to do $O;

economy; second, using massive quantities of debt and
Jarger housing and
debt between 1987 and 2007, a scale of excess that historically unwinds;
ritative negligence:
How fully the compli
¢ there will be many
itical campaigns to gui

third, following up 3 stock market bubble with an evenl
md ﬁ&h‘ Consummatin 'th a mixed performance Of diS—
and quan
lators and financial architects remains
Jems, books, €ssays, con-
gressional hearings, and pol
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ﬁu.-mcial
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idea o do
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come
American hubris

mortgage credit bubble; fourth, roughly quadrupling S.
g these events W1
honesty, incompetence;
. 1 jans will investigate the culpable regu-
further market events, energy and climate prob '
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