










Don’t Get Caught with Your Skirt Down















[image: image]
A Division of Simon & Schuster, Inc.
 1230 Avenue of the Americas
 New York, NY 10020


Copyright © 2008 by Jill B. Keto
 Originally published in 2008 by Bare Market Press, LLC


All rights reserved, including the right to reproduce this book
 or portions thereof in any form whatsoever. For information
 address Atria Books Subsidiary Rights Department,
 1230 Avenue of the Americas, New York, NY 10020


ATRIA and colophon are trademarks of
 Simon & Schuster, Inc.


ISBN-13: 978-1-4391-5575-2
ISBN-10:        1-4391-5575-5


Visit us on the World Wide Web: 
http://www.SimonSays.com









To our children, family, and friends, who support us
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Why I Wrote This Book


The Distraction of Soccer Games, Pedicures, and Perez Hilton






It was a typical Monday—the day I haul my two preschool-aged children to their class at the Little Gym, a place where kids enthusiastically flop about on a huge mat, doing something that resembles gymnastics. Their chipper and highly trained instructors allow us mommies to take an hourlong reprieve in the waiting room while they teach the children syrupy-named skills such as “donkey kicks,” “monkey jumps,” and “bunny ears.” The moms love it because it delivers us an hour of sanity and gives us a chance to converse with one another, comparing notes on gripping subjects such as diapers and preschools.


This day was unlike the others, because the topic of conversation moved from soccer equipment to economics. Yes, economics. My ears perked up. “This should be interesting,” I thought to myself. My husband, Dan, is a total economics geek. He simply will not shut up about it. And when his endless barrage of statistics and theories doesn’t make me fall asleep, some of it actually sinks in.




One mommy-girlfriend began to lament about her financial state. Firmly planted in the upper middle class, she and her husband unexpectedly found themselves in a huge pickle. You see, they had moved into a lovely fixer-upper in a very desirable Seattle neighborhood one year earlier but had not yet sold their former home (also in a popular family neighborhood), and they now had not one but two big-time mortgages. They had recently knocked $100,000 off the asking price of the house for sale but still had no takers. She sat doe-eyed, explaining that she and her husband had been caught completely off guard, with absolutely no clue that they might not be able to sell their first home. She said she felt as if they had been sucker-punched by the economy. She was visibly stressed, her glazed expression broadcasting her loss of hope.


I was struck by the sympathy of the other mothers and their total agreement that none of this could have been foreseen. Well, of course they never saw it coming! The women I know are so busy they scarcely have time to floss, much less sort through economic news for nuances of what the financial future might hold. Working, raising kids, running errands, doing the laundry, cleaning the house, providing taxi services, and feeding themselves and their families are all incredibly time-intensive. Add one more task to the already endless list, and these women’s sanity would bust at the seams.


The other problem is that economics is, well, unsexy. It’s presented in a format that’s boring, difficult to comprehend, and clearly geared toward those who possess a penis. It is scarcely funny, entertaining, or hell, even slightly interesting. Women’s magazines, gossip rags, and television are designed to fit into a woman’s lifestyle—they provide tasty bits of information in the form of tidy Top 10 lists, two-minute segments, and juicy pictures. Slugging through an entire issue of The Wall Street Journal is about as much fun as a yearlong root canal when compared to what you can learn in just thirty seconds on E!


Sympathy was all the other mothers could offer, as not one of them had a plausible solution to this poor mother’s mess. These women, by the way, are intelligent, committed, and well educated. All have at least an undergraduate college education, if not a master’s degree, and yet they had not a single suggestion among them. I realized then that there’s a serious lack of understanding of basic economics, what’s going on in the world today, and financial planning for a weak economy—even among smart people.


My advice to our sucker-punched friend was, “Lower your asking price again and market the house yourself heavily on craigslist, on your own website, and with flyers. Do not rely on a real estate agent to do the work for you. Do it yourself and get it done. Dump the house now before it’s too late.”


“Too late for what?” she asked innocently.


“Before real estate prices plummet further and you and your husband end up in a serious cash-flow crunch.”


Then one of the other girlfriends chimed in, “Oh no, I’ve heard the real estate market is picking up. In fact, the experts are saying prices will be back where they were by this summer. And remember, it’s spring. This is the season when everyone moves. People have to get into a house before the coming school year. Don’t worry, your house will sell eventually.”


The other mommies nodded in hopeful unison. They, too, had heard that pitch on the news touting the rebound of the local real estate market. I felt pity for these unsuspecting women, buying the media’s version of what the economic future held for us instead of knowing the facts and determining their own version.


I definitely have my own theories when it comes to the economy, and they have little to do with what has been on the news. My being married to an expert in practical economic theory means that the U.S. economy is discussed at our dinner table as much as weekend plans and ballet recitals. We debate, question, pare down the copious media information, and filter it to the basics. Dan provides the data, numbers, and theories. My job is to boil down the information into simple terms and concepts, then apply them in a practical way for our family. As a result, we’ve made some uncommon and occasionally bold moves, such as dumping our tech stocks before the crash, selling our house at the peak of the housing market, buying gold, and learning Mandarin Chinese.


What separates Dan from many of the other economists frequently seen in the news media is that he’s not an armchair quarterback. Dan’s been running his own business for the last thirteen years, and it has survived and thrived during economic cycles. He’s not just talking about this stuff—he’s doing it and has done it. For Dan, economics is not just theory; it’s information for life.


When it dawned on me that some of our family’s decisions were unusual and perhaps ahead of the curve, I felt strongly that this book needed to be written. I hope that sharing my perspective and putting economics into terms that everyone can understand might help other women to better their own lives.


Women are the target audience for this book for many reasons. First, women make 80% of the buying decisions in all homes. Today’s woman is the chief purchasing officer of her household. Second, women in increasing numbers are in charge of every aspect of their family finances, including income and investments. Single women control 100% of their financial decisions. Third, it is my impression that women are frightened by this recession, which is amplified by alarming news reports about economic problems and offering no practical solutions. In fact, it’s been my experience that women are more anxious and worried about the U.S. economy than men are. When you examine the statistics, their concern is justified. Women have experienced more job losses than their male counterparts during this recession and six times the median wage reduction.1 And historically, in times of trouble, a woman is the rock of the family. She gathers her strength and sanity and pulls everyone through the difficult times.


Your money is yours, and there is no better time than a weak economy to take control of it. Even if you find economics boring and irrelevant, it’s time to understand it and embrace it. And it’s my hope that this book will help you do exactly that—no boredom included!

















Snippets from My Life


Highlights on the Road to “Project Recession”






1976


Age Two Showed an early affinity for the finer things in life. Had a penchant for singing opera in my crib and eating butter by the stick. Off to a good start.


1980


Age Six Employed ice cream, Hostess Ho Hos, and fried chicken as my personal therapist after my parents’ divorce. Started first grade and became the fattest kid in the class. Endured six years of fat jokes and playing whipping post for my classmates. Good times.




1985


Age Eleven Fell in love with dance in all forms and started studying seriously. Dropped twenty-five pounds in one summer, only to return to school unrecognizable. Fine by me.


1988


Age Fourteen My dreams of becoming a professional dancer were destroyed as I hit a growth spurt and found myself 5'8" tall with—gasp—hips. Time to hit the books.


1992


Age Eighteen Started the mechanical engineering program at Michigan State University. Discovered that this engineering stuff was hard. Studied my butt off, only to bomb my first calculus exam miserably. Classmates around me dropped like flies. I found the smartest person in my class and negotiated free daily tutoring. Managed to whip my grade up to a 98% from 48%.




1993


Age Nineteen Landed a coveted high-paying internship at Ford Motor Company world headquarters. The only skirt wearer in the group, my testosterone-laden colleagues thought it would be funny to take me out to lunch at a Detroit strip club my first day on the job. I immediately became aware that this job required a massive sense of humor, a fake ID, and a purse full of $1 bills.


As a sophomore in college, I launched my first two businesses out of my sorority room. The first was practicing cosmetology with no license on my very brave, cash-strapped sorority sisters and boys from neighboring fraternities. The second was a less glamorous consulting business to help Ford eliminate cost redundancies.


1996


Age Twenty-one I graduated from college after a tearful plea with the teacher of a class I was failing. Suddenly I faced a big career decision: go to cosmetology school, consult at Ford for $150 an hour (which is equivalent to about $300 an hour today), or take a “real” job as an engineer with Boeing for substantially less money. With an inexplicable itch to head west, I took the job with Boeing and packed my bags for Seattle.




Discovered within one week that having a corporate job is about as much fun as jamming an ice pick into your leg. My disdain for authority got me branded as a boat rocker and general troublemaker. Unpopular with management, I was assigned redundant, remedial tasks. I proceeded to spend my days surfing the web, e-mailing jokes, socializing with coworkers, and chatting up my boyfriends on the phone. My boss reprimanded me and I was officially a “disciplinary action” case. I’m pretty sure the only reason I wasn’t fired is because I was the only engineer in my group with two X chromosomes.


1999


Age Twenty-five I quit my job and launched my own jewelry business with zero experience, having never made one piece of jewelry—ever. After spending seven years involved in making cars and airplanes, how complicated could jewelry be? Seventy pages of sketches, forty ounces of pounded metal, and dozens of bloody hand injuries later, I launched my first jewelry collection.


Neiman Marcus bought it. Saks Fifth Avenue followed suit three months later. Celebrities started wearing and collecting my jewelry, unbeknownst to me. One of my necklaces ended up on the cover of Maxim magazine. I accidentally missed out on $1.2 million in revenues because Maxim didn’t know how to find me, so I wasn’t included in the photo credit. I drank two or three martinis and banged my head on my jeweler’s bench repeatedly. Learned the hard way about the value of staying on top of PR.


Dan and I sold our tech stocks before the crash. Hey, dating an economics geek has its advantages.


2000


Age Twenty-six I married my soul mate, Dan, the only person I know who disdains authority as much as I do.


2003


Age Twenty-eight Fully domesticating ourselves, Dan and I bought a 3,000-square-foot tree house/log cabin in the foothills of the Cascade Mountains outside Seattle. Its extreme architecture, soaring views, and forest setting distracted me from the enormous god-awful chocolate brown Jacuzzi bathtub and hideous light fixtures circa 1978. We rolled up our sleeves and got ready to fix her up do-it-yourself style.


Had lunch with a girlfriend who made me aware of my ticking biological clock. Better get knocked up, girl.




2005


Age Twenty-nine Decided that the most efficient way to “do the kid thing” would be to knock two of them out all at once, in the span of fifteen months. Body proceeded to turn into a soft and lumpy baby-making/lactating machine. Brain proceeded to become soft and mushy as well. Business officially went on the back burner. Endless house renovations continued. Elbows thoroughly greased.


2006


Age Thirty-one Dan announced for the millionth time that the housing market was heading south and that there were signs the U.S. economy was starting to look very shaky. The concept finally sank into my brain. The thought of losing the profits on our hard work renovating our house made me want to puke. That and the 150-pound mountain lion napping on our front lawn (seriously) made me slightly loathe our house. We decided to put it on the market, list it “by owner,” post our own website, and aggressively advertise on craigslist. Six long months of frantically picking toys up off the floor and corralling the ankle biters for house showings paid off—the house finally sold. Instead of buying another house, we decided to rent for a while and invest the profit from our house sale in a variety of areas, such as precious metals and foreign stocks.


2007


Age Thirty-two Traded in my baby-making body for a firmer, less flabby version. Dug my girly clothes and high heels out of storage. Swiped Dan’s copy of Timothy Ferriss’s The 4-Hour Workweek (see Resources), which made me painfully aware that I really missed my business and couldn’t stand being without it for one minute longer. I decided to relaunch and reinvent my jewelry business around the souring economy.


2008


Age Thirty-three Learned Mandarin to help get my jewelry line into the Asian markets. Became a little jealous of how easily my three-and four-year-old children sponged up the language. Set up a mini-farm in the front yard to grow our own delicious produce.




All of these life experiences led me to the point at which I can say I’m a full-fledged “Recessionista.” In this book, you’ll discover how I




	Prepared my family psychologically for a potential financial storm


	Eliminated all debt from our lives—we have no mortgage, no car payments, no credit card debt


	Built a successful company that will survive internationally regardless of a recession in the U.S.


	Taught myself to speak Mandarin (Chinese)


	Took control of my weight and health


	Uniquely positioned our savings and investments to take advantage of inflation, thus protecting us against the collapsing U.S. dollar and financial markets


	Turned my family into a working family, where everyone—not just the parents—contributes in some way


	Built an organic mini-farm on our suburban front yard that requires little to no maintenance


	Built a network of friends, colleagues, and neighbors for mutual support and reliance


	Spend money in a practical, responsible way without sacrificing quality, taste, or enjoyment


	Manage to save 30% of our annual income every year


















Author’s Note






This book may include economic analysis. All ideas, opinions, and/or forecasts expressed or implied herein are for informational purposes only and should not be construed as a recommendation to invest, trade, and/or speculate in the markets. Any investments, trades, and/or speculations made in light of the ideas, opinions, and/or forecasts expressed or implied herein are committed at your own risk, financial or otherwise.


This book is sold with the understanding that neither the author nor the publisher is providing legal, financial, investment, or other professional advice or services. If legal advice or other expert assistance is required, the services of a competent professional should be sought.


The recommendations in this book are based on the author’s experience and research, believed to be reliable and accurate, but not infallible. The examples presented in this book have been chosen solely to demonstrate given points. The reader should conduct a thorough investigation of their applicability to the reader’s individual circumstances.


Without personal knowledge of the reader’s specific personal, professional, or financial background, it is impossible to offer intelligent advice to the reader as an individual. As such, the author and publisher disclaim any liability, loss, or risk on the reader’s part, personal or otherwise, that is incurred as a consequence, directly or indirectly, of the use and/or applications of any of the contents of this publication.


This book is not intended as a substitute for financial advice from a qualified professional. The intent of this book is to provide accurate general information with regard to the subject matter covered. If financial advice or other expert help is needed, the services of an appropriate financial professional should be sought.


The purpose of this book is to educate and entertain. The author and/or publisher shall have neither liability nor responsibility to any person or entity with respect to any loss or damage caused, or alleged to be caused, directly or indirectly by the information contained in this book. All information presented in the author’s websites, courses, articles, and materials are protected by registered copyright. Any reproduction of this work in any way or form constitutes copyright infringement and all involved parties will be prosecuted to the fullest extent of the law.


All brand names and product names used in this book are trademarks, registered trademarks, or trade names of their respective holders.
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Don’t Panic! Prosper


Recessions Are Not Scary; Not Knowing What to Do About Them Is






What the hell is going on? The housing market is in free fall. Grocery bills are through the roof. It costs me $70 to fill up my car’s gas tank. I just witnessed a gas station attendant get bawled out by a caffeine-jolted, stressed-out soccer dad. And is it me, or did the price of salmon just double?


Welcome to our new economy! This is not a test, and no, it’s not going to go away anytime soon. It’s time to hunker down, get smart, and make some decisions about the bumpy road ahead. Leave your fear at the door and join me in meeting the challenges of this recession, thriving, and coming out ahead. After reading this book, you will be a full-fledged “Recessionista,” capable of withstanding any challenge this recession throws your way.




BUT ECONOMICS IS BORING!


Yes, indeed, for most people, economics ranks up there with watching paint dry. But voluntary ignorance of it would be like not knowing how you get pregnant. Not smart. In either scenario, you end up frazzled and sleep deprived, with a crippling addiction to peanut butter.


WHY YOU NEED TO BRUSH UP ON BORING ECONOMICS




	We could be headed into a situation worse than the Great Depression.


	Your expenses will be going up as inflation does. Don’t like last week’s $200 grocery bill? How about $1,000 per week? Yes, it can happen.


	Those who are unaware or ignorant of the impending economic collapse will likely face a huge downgrade in lifestyle. Think SoHo to HoBo.


	Those who inform themselves, plan, and adapt have an excellent chance of maintaining or improving their standard of living, avoiding loss of wealth, and even increasing their wealth.





YOUR MAN IS NOT YOUR FINANCIAL PLAN


Ladies, even if the man in your life (your husband, dad, boyfriend, brother, or boy toy) is rich, kind, and generous, you cannot assume that your financial destiny will be handled well. When it comes down to it, you are in charge of your money and your financial future. Nobody is going to take care of this for you.






	Only 52% of married people will reach their fifteenth anniversary.1



	Only 61.4% of divorced single mothers are awarded child support.2



	Of the single mothers who are awarded child support, nearly 53% do not receive the full payments that are due to them.3



	Estimates vary, but women typically experience a 27% to 45% reduction in standard of living, and sometimes poverty, immediately following divorce; whereas men increase their standard of living by up to 15% following divorce.4






Now, before you start squawking about how you and Mr. Wonderful will be married forever, consider the following:




	The average widow outlives her spouse by fourteen years.5



	80% of women outlive their spouses.6





	The average age of a widow is 56.7



	Widows are three times more likely to live in poverty than married women of the same age. And most (80%) of the impoverished women were not living in poverty when their husband was alive.8






Make no mistake about it—money is critical to your well-being. Cash might be cold comfort during tumultuous times, but it’s certainly better than zero comfort. Money plays a crucial role in having a great life and achieving your goals.


THIS RECESSION IS HITTING WOMEN HARDER THAN MEN


Unemployment since March 2007 has gone up more rapidly for women than for men. In the same period, women have seen a sixfold wage decrease as compared to men and are 32% more likely to have a subprime mortgage, thus putting women at a disproportionately higher risk of foreclosure. To add insult to injury, women still earn only 77 cents for every dollar a man makes, and have significantly less in savings to fall back on.9


YOUR FINANCIAL ADVISER IS NOT AN ECONOMIST


Recessions arrive with their own rules affecting your money. Don’t expect your financial adviser to be an economist. They are two very different things. You don’t expect your gardener also to be your hairstylist, right?


Keep in mind that financial advisers are the street peddlers of money market accounts, mutual funds, and retirement accounts. They get paid regardless of what the economy is doing, so they’ll do exactly what they’ve always done. They will undoubtedly advise you to follow the same rules they always preach: diversify and sit tight, because the market “always rebounds.” As you watch your net worth wither away, they’ll be touting the same story, patting your hand, and telling you that everything will be all right.


DO THE “BIG-TIME” INSIDERS KNOW SOMETHING WE DON’T?


Since 2006, the inside players on the U.S. economy and political scene (for example, George Soros, Dick Cheney, and Jim Rogers) have been investing their assets overseas and removing/selling assets tied to the United States. They saw the writing on the wall and they don’t want their wealth to evaporate. Even George W. Bush bought a 100,000-acre ranch in Paraguay. Of course, Paraguay doesn’t have an extradition treaty with the U.S…. hmmm.


FOOD FOR THOUGHT FOR RECESSION DOUBTERS


Are you one of those doubters who believe that America is not already in, or going into, a recession? On the surface, it might not seem as if we are in any serious trouble yet. But take a lesson from history—the stock market crashed in 1929, but Main Street didn’t feel the full wrath of the Great Depression until 1931. Right now, the canaries in the coal mine are dying. As of October 2008:






	U.S. home prices are down 19.5% from peak and still falling (the U.S. real estate market peaked in 1927 prior to the Great Depression).


	U.S. auto sales are down 40% in one year (Ford and GM are on bankruptcy watch).


	Inflation is at a thirty-year high. U.S. dollar value is collapsing.


	Unemployment is at a seven-year high and up 159,000 lost jobs in September 2008 alone.


	Personal bankruptcies are at record highs.


	Home foreclosures are at record highs, and rising.


	Several international banks are warning their clients of a U.S. market collapse.


	Freddie Mac and Fannie Mae, the underpinning of more than 50% of the U.S. mortgage market, have been taken over by the government.


	Lehman Brothers filed for bankruptcy and Wachovia and Washington Mutual were forced to be acquired for pennies.


	Foreign retailers are refusing to accept U.S. dollars.


	The Dow Jones is down more than 25% from its October 2007 peak.





THE SILVER LINING


Being aware of the rules of the recession and planning accordingly might mean the difference between barely making it and thriving. Erasing your debt and growing your wealth during a weak economy can even set you up for major wealth later on, once the storm has passed. Yes, it’s true, you might be financially better off after a major recession or depression than you are now.


So join us in implementing practical steps to protecting yourself and even coming out ahead—some cases, way ahead.
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Econ 101


Hold on to Your Skirts, There’s an Economic Shitstorm on the Horizon




Turbulence is life force. It is opportunity.


Let’s love turbulence and use it for change.


—Ramsay Clark








Why should you care about understanding economics and finance? Economics is the undercurrent that touches almost everything in our daily lives. It dictates political policy, food and gas prices, housing prices, and our ability to retire. Unfortunately, it’s also been made overly complicated and difficult to understand. I will attempt to cut through the econ lingo and rhetoric and present the basics in a user-friendly way. First, we’ll explore the good, the bad, and the ugly of the U.S. economy today. This will help you understand what’s really going on, what to expect, and what you can do about it. That’s the first step to thriving in a recession.




Business is not “as usual.” We are going through a time of great change. The baby boomers are getting ready to retire, oil is becoming scarce, home values are declining, and the U.S. is involved in a never-ending war. The good news is that change always brings with it a lot of opportunity, and there will be a lot of both in the coming years.


WALL STREET AND THE GREAT CREDIT DEBACLE


Why does Wall Street matter to you? Do you own stocks? Do you have a 401(k)? Do you have a mortgage, car loans, or credit cards? Do you have money in a bank? If so, what happens on Wall Street directly affects you. Almost any financial transaction is affected by Wall Street in one way or another.


The first thing to understand about Wall Street businesses is that they do not have your best interests at heart. Like any for-profit business, they are driven to create profits for themselves, and they recognize that you and your money are a vehicle for those profits. Whether your investments succeed or fail is generally not relevant to them, because they make their money from the transaction rather than your success.


It works like this. The entire Wall Street money machine is transaction based. The firms collect a fee for every stock purchased or sold, regardless of whether it goes up or down. In the 1990s, they were peddling dot-com stocks and taking a percentage commission on every stock they sold. They made billions. In this decade, the hot seller was mortgage-backed securities and other fancy debt products. Again, they were making money with every transaction.




The trouble with following the herd is that you inevitably step in what it leaves behind.







Wall Street tends to operate with a herd mentality, fueled by either greed or fear—or both. A good portion of Wall Street firms had their hands in the mortgage securities cookie jar because they didn’t want to miss out on all the profits. There are definitely some very smart people working on Wall Street, but they are few and far between. The majority follow the party line and are just aggressive pitchmen. Still, we blindly trust them with billions and put our money where they tell us to.


Wall Street makes its money by spinning transactions such as mergers, IPOs (initial public offerings), debt securities, or stock trading. Wall Street usually wins, regardless of whether or not the investment succeeds, because they get a percentage of every transaction. In some cases even more profit can be made on a financial failure because the Wall Street insiders are on the other side (the winning side) of the losing trade. In other words, as Main Streeters are losing their shirts, some on Wall Street are making a killing. As an example, Goldman Sachs profited handsomely from the collapse of the mortgage-backed security market.


During this decade (1998–2008), Wall Street had a great time making tons of money, often at our expense. In 2007, the top twenty-five hedge fund managers made more money than all the Fortune 500 CEOs combined. When you consider that the average Fortune 500 CEO makes 400 times the average U.S. wage, that tells you where we stand relative to the hedge fund club. How did they do it? They borrowed large sums of money at very low interest rates from Japan (this is called the “carry trade”), and then used that money to buy even larger amounts of various debt products, “leveraging” themselves at 30 to 1 or higher. That means that for every $1 of assets they owned, they could borrow up to $30. That’s like a bank allowing you to borrow $9 million against your home, even though it’s worth only $300,000!




As long as the hedge funds were right about the direction of the market, they essentially printed cash. Unfortunately, this great Ponzi scheme has unwound and created a massive credit crisis. If you’ve been listening to the news lately, then you’ve probably heard the terms subprime mortgage and CDOs (collateralized debt obligations). These are the debt products many of these funds invested in that supposedly provided low-risk, solid returns.


Let’s say you’re born into “the lucky sperm club”—someone gives you $100 million. You then borrow $900 million from Japan against that $100 million, at 1% interest or less.1 Then you buy mortgage-backed securities that might pay you 8% interest. That 8% makes you $80 million a year (8% of $1 billion), and costs you $9 million in interest (1% on $900 million borrowed). So you (the hedge fund) net $71 million in profit for the year. The hedge fund manager gets 20% of that, so he (or she? Hah!) clears more than $14 million. Not a bad job if you can get it. Especially because this club generally doesn’t play with just $100 million but rather several billion. And they’re not leveraged at 9 to 1 but at 30 to 1.


Alas, the game of musical chairs has ended and there aren’t enough seats for everyone’s big butts. Those CDOs that everyone thought were worth the $1 billion they paid for them might now be worth only 50 cents on the dollar, or even much less. If you had $100 million in investment capital and you borrowed $900 million more to buy $1 billion worth of this subprime junk (which is actually only worth $500 million now), then you just lost $500 million, but only $100 million was put up by investors. So you now owe $400 million more than you have.


The worst part is that all these big, distinguished banks have no way to measure accurately the real value of the CDOs that they hold. Why? Because the companies that originated the mortgages (the underlying debt product in the CDO) often misrepresented the value of the home and the creditworthiness of the borrower. CDOs are valued in $100 million increments, which means that each CDO unit can easily represent 5,000 homes. With the real estate market in free fall, it’s almost impossible to determine the true underlying value of those 5,000 or more homes, and thus the value of the CDO.


In late February 2008, Goldman Sachs estimated total banking losses to be $400 billion. On March 26, 2008, Reuters reported that Goldman Sachs’s credit losses totaled $1.2 trillion. That’s trillion with a great big T. That’s more money than the entire history of profits of the U.S. banking system—quick, someone run to Costco and buy a jumbo tub of ibuprofen!


In June of 2008, The New York Times reported that since July 2007 almost half of the profits on Wall Street had vanished—a staggering reality, considering that the period between 2004 and 2007 signified the biggest wealth boom in the history of Wall Street. The big banks involved, including JPMorgan Chase, Bank of America, Merrill Lynch, Morgan Stanley, Goldman Sachs, and Citigroup, were forced to “write down” their assets—reevaluate their worth to a price below what they paid for them—dramatically, which gutted their earnings and stock value. The game of funny numbers and fancy mortgage investments was over. As of October 1, 2008, there are no longer any stand-alone investment banks in the United States. In six months, an entire industry had vaporized. Lehman Brothers went bankrupt, Bear Stearns was eaten by JPMorgan Chase, and the two firms left standing, Morgan Stanley and Goldman Sachs, have been reorganized into commercial banks.


On September 7, 2008, the unthinkable happened. Fannie Mae and Freddie Mac, the government-sponsored corporations that fund the majority of all mortgages in the United States, were basically taken over by the U.S. government and are scheduled to be shut down over the next five years. How did this happen? In 1999, these two companies were strongly “encouraged” by politicians to expand their lending practices so that more disadvantaged persons could purchase homes. This action thrust Fannie and Freddie right into the “subprime” market and caused a massive explosion in lending activity. (if you’re not clear what subprime means.) As early as 2004, an auditing committee during a congressional hearing warned our not-so-bright congressmen of the potential crisis that these two companies might face because of lax underwriting practices. Fannie and Freddie, at the time, were among the largest contributors to congressional campaigns and had an army of lobbyists working the halls of Congress, so the concerns fell on deaf ears and nothing was done. Since 2006, neither company was able to report an accurate income statement or balance sheet for the Congressional Budget Office, but they were able to report record profits so management could receive millions in compensation. The music has finally stopped, and the parties dancing now realize all the chairs are gone!


The result of this absurd decadence and greed is that most of Wall Street and the global financial system is frozen with fear and doesn’t know what to do. They’re afraid to lend to each other because they don’t trust each other anymore. Since few banks are willing to buy packaged loans ($100 million bundles of mortgages), very few banks are willing to lend money for businesses or home mortgages because they cannot find anyone to purchase the packaged loans. This makes getting financing to buy a home or fund a business much more difficult and adds to the woes of the housing market and the overall economy.


The credit crisis affects businesses at every level, from mom-and-pop home-based businesses to the big hedge funds, and everything in-between. A March 26 bloomberg.com article illustrated this well, pointing out how small businesses like Monica Tomasso’s Health e-Lunch Kids are victims of the credit crunch. Tomasso pays 35% interest on credit cards to keep her school lunch business going. For small-businesses like Tomasso’s, credit is drying up. Lenders are clamping down as they themselves face staggering losses.


This credit crisis has a long way to go. According to Satyajit Das, one of the world’s preeminent experts on derivatives, we are “still in the middle of the national anthem before a game destined to go into extra innings” (from “Are We Headed for an Epic Bear Market,” Jon Markman, MSN Money, 9/20/2007). And this crisis is not unique to the United States, either; it has spread globally. It’s possible the losses could exceed several trillion dollars when this is over. (We go into this more when we look at the bailout in the next section.) And there will likely be several more large banks that end up going out of business as Bear Stearns, Northern Rock UK, and IndyMac did.


What this means for us is that businesses will have to tighten their belts by laying off employees and cutting other expenses. It will continue to be very difficult to borrow money, and those who are able to get loans will pay more for them. Life for many will be very challenging.









JUICY BITS


The global financial system runs on credit (money). Wall Street’s greed, fueled by excessive and easy credit from the central banks, created the investment bubble that has inflated the real estate market and many stocks. This bubble now has a huge hole in it and is deflating rapidly. We are still in the early stages of this crisis. Business and daily life will become much more challenging as the losses, created by excess, grow.








THE AMAZING BAILOUT BOONDOGGLE
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