
Are We There Yet, Daddy? Are 
We There Yet? 

 
Are you as tired as I am of this trip we have 

been on for the last year? It seems like every 
time the outlook improves, something breaks 
down. Oil goes up, financials go down. Infla-
tion goes up, retail sales go down.  

Fortunately, the market will not stay down 
forever. As I have said, ad nauseam, if the mar-
ket stays down long enough that investors lose 
faith that it will ever rebound, the capitalist 
system will collapse. As there is no better sys-
tem for motivating entrepreneurs, who are the 
true wealth creators, I do not see that happen-
ing in my lifetime. 

So where are we? Honestly, I do not know. If 
we could tell where the banks are in their 
write-downs it would be easier. The problem is 
that the banks don’t know where they are!  

The banks continue to lay the blame on sub-
prime mortgages. Go ahead, blame it on people 
who were trying to improve their lot in life. I 
guess no one remembers the ads and billboards 
touting that you could buy a home for less than 
the price of renting. How can we let the banks 
convince us that it was the fault of people who 
were sold a way to buy a home? If the banks 
had required buyers to show evidence that 
they could actually pay the mortgage if interest 

rates went up or housing prices went down, 
the millions of subprime loans would never 
have been written. 

The truth of the matter was that the banks 
cared little if the loans would actually work. 
There were huge fees to be made and the loans 
could be securitized and sold, primarily, to in-
stitutional investors.  

Here is where the story becomes interesting. 
Hedge funds found that they could buy the 
structured products and use them to borrow 
money from the banks. The banks, looking for 
more fees, allowed the hedge funds to borrow 
ten, fifteen or more times the collateral that was 
put up. In a mediocre securities market, this 
was an area that was making money for the 
banks. 

So, let’s summarize: Mortgages were given to 
anyone who could fog a mirror. Creditworthi-
ness was not important. Who cared if they 
could actually pay the loan? The banks would 
underwrite the loans because they could secu-
ritize them and sell them away. The hedge 
funds would buy the loans and bring them 
back to the banks as collateral for bigger loans. 
The loan, in turn, was carried on the bank’s 
books at cost. It does not have to be marked to 
market until some, or all, of that particular se-
curity is sold. 

Then, last summer, interest rates had been on 
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the increase and the first of 
the no-qualification mort-
gages came up for reset. Well, 
if the mortgagors could barely 
make their payments before, it 
was a no-brainer that they 
would default on the reset 
that raised their mortgage 
payments substantially. 
Duh!!!! 

As the mortgages were de-
faulted, the collateral for those 
big loans to the hedge funds 
became questionable. As the 
fund’s collateral decreased in 
value, the banks called on the 
notes. The funds were forced 
to sell the collateral for pen-
nies on the dollar or put it to 
the banks. That forced other 
funds that had bought the 
same security to mark theirs 
to market. That caused their 
loans to be jeopardized. And 
thus the house of cards col-
lapsed.  

Of course, it was more com-
plicated than that, but I only 
have two pages here. But that 
is how the banks were able to 
come out last fall and say that 
the worst was behind them. 
Until the securitized loans had 
to be sold, they could not be 
priced.  

So, the Fed lowered rates in 
hopes that it would ease the 
burden on those poor mortga-
gors. Or, at least, that was 
their story. The banks did not 

lower mortgage rates and un-
derwriting became severe. The 
spread between the rate that 
the banks borrowed money 
from the Fed (and each other) 
and what they charged you 
and me was used to shore up 
the bank’s books.  

So let’s not place the blame 
for the current market malaise 
on the poor mortgagor, but 
where it belongs, on the gen-
iuses on Wall Street who came 
up with these schemes. As is 
the American way, we taxpay-
ers will foot the bill for recapi-
talizing the banks while the 
CEOs on whose watch this oc-
curred retired to the Hamp-
tons, their retirement packages 
intact. 

So, is it over? I don’t think 
so. A few weeks ago, Merrill 
Lynch sold $30.6 billion of as-
set-backed securities to Lone 
Star funds for $6.7 billion. That 
got the securities off Merrill’s 
books, but don’t be surprised 
to see some or all of the securi-
ties come back. Not only did 
Merrill sell the securities for 22 
cents on the dollar, they fi-
nanced 75% of the purchase. 
So Merrill gets the securities 
off its balance sheet and Lone 
Star gets a sweetheart deal. If 
the securities don’t perform, 
Merrill gets them back. Every-
one wins except the taxpayers 
who will bail out the CDO’s 

and the retail Merrill investor 
who does not understand what 
is going on. 

This is not a jab at Merrill. 
Pick your bank. No, not your 
community bank. But any of 
the money center banks and 
investment banks (except Bear, 
Stearns and the other dearly 
departed).  

We won’t know when we are 
“there” until we are on our 
way back. No one can pick a 
bottom in the market any bet-
ter than picking a winning lot-
tery ticket. 

It will all work out eventu-
ally. I have faith in our eco-
nomic system. Even if the gov-
ernment tries to do something 
stupid—like bail out Fannie 
and Freddie with your 
money—we still have the best 
system in the world.  

 


