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By Ron Forthofer, Ph.D.

I’ll try to briefly cover the economic crisis and to present some approaches for dealing with the crisis. However, even if all the proposed steps were to work as intended, we are still in for a very rough ride. We will also be leaving future generations burdened with a very large debt burden, partly due to the huge amounts of money we have been and continue to borrow.

Big Picture View of the Crisis

One important view of the crisis by Herman Daly, former senior economist at the World Bank and now professor at the University of Maryland, is from his article The Crisis: Debt and Real Wealth:  “The current financial debacle is really not a “liquidity” crisis as it is often euphemistically called. It is a crisis of overgrowth of financial assets relative to growth of real wealth—pretty much the opposite of too little liquidity. Financial assets have grown by a large multiple of the real economy—paper exchanging for paper is now 20 times greater than exchanges of paper for real commodities. It should be no surprise that the relative value of the vastly more abundant financial assets has fallen in terms of real assets. Real wealth is concrete; financial assets are abstractions—existing real wealth carries a lien on it in the amount of future debt. The value of present real wealth is no longer sufficient to serve as a lien to guarantee the exploding debt. Consequently the debt is being devalued in terms of existing wealth. No one any longer is eager to trade real present wealth for debt even at high interest rates. This is because the debt is worth much less, not because there is not enough money or credit, or because “banks are not lending to each other” as commentators often say.”

Two other economic professors, Michael Hudson and Jeffrey Sommers, wrote in the Oct. 1-15, 2008 issue of CounterPunch, that: But it took two world wars, interspersed by an economic depression triggered by debts in excess of the ability to pay, to give the final nudge required to promote manufacturing over finance and finally do “the right thing.” Finance was made subordinate to industrial development and full employment. When this economic philosophy reached its peak in the early 1960s, the financial sector accounted for only 2 per cent of U.S. corporate profits. Today, it is 40 per cent! … Since the 1980s, the U.S. tax system has promoted rent seeking and speculation on credit to ride the wave of asset-price inflation.

Contributing Causes of the Crisis

Less philosophically but also germane, this crisis had been predicted by many over the past few years and is a result of incredible greed, lack of regulations, lax enforcement of regulations, cheap credit, and a terribly flawed economic/political theory. The failure of rating agencies and banks’ risk management departments to act responsibly contributed mightily to this crisis. In addition, Congress and several administrations played a major role in creating a situation that eventually grew into this crisis. 

Some bipartisan White House and Congressional lowlights along the road to this crisis include:

· Lyndon Baines Johnson’s mostly privatizing the Federal National Mortgage Association (Fannie Mae) in 1968,

·  eliminating interest caps due to extenuating circumstances in 1980 under Jimmy Carter, 

· Bill Clinton’s administration and Alan Greenspan deep-sixing an attempt to regulate derivatives in 1998, 

· repealing the Glass-Steagall Act under Clinton in 1999, 

· removing of credit default swaps from regulation in 2000, again under Clinton and Senator Phil Gramm, and 

· allowing the five largest investment banks to have voluntary regulation of their reserve levels, a decision of the SEC under George W. Bush in 2004.

Most of these steps were done in the name of deregulation in the horribly flawed belief that the free market was the only way to go and that government could do nothing right. The best Congresses that money could buy failed in their duty to the people and instead represented the interests of big money.

The message of deregulation championed by Ronald Reagan, Milton Friedman and Alan Greenspan opened the door to widespread risky gambling with other peoples’ money. The cheap credit that the Federal Reserve under Greenspan provided made this gambling even more attractive. Making matters worse was the use of leverage that allowed hedge funds and others, including banks, to multiply their bets by 12 to 100 or more times while putting up relatively little money. 

Treasury’s Bailout Proposal

After the failure of Lehman Brothers and the original $85 billion bailout of AIG, the Bush administration under the leadership of Secretary of the Treasury Henry Paulson and Federal Reserve Chairman Ben Bernanke put forward a $700 billion bailout proposal that would have made Paulson the economic czar whose decisions would not be subject to review. Bush raised the specter of a financial panic if Congress didn’t act immediately. This approach brings to mind Naomi Klein’s book on the shock doctrine and disaster capitalism. During a crisis, it is possible to implement policies that the population generally would oppose. In this case there was indeed a crisis, but the proposal offered by Paulson and Bernanke was a non-starter. Two points suggest that there was some time for deliberation were: 1) Using the person with about the lowest credibility of all – George W. Bush – as spokesperson for the bill on national TV; and 2) The fact that Bush and company put forward a proposal that would have been dead on arrival if there were an opposition party in Congress.

Fortunately Congress refused to pass this awful proposal. Unfortunately, Congress discussed things for a week, but without considering seriously vastly different approaches. Congress subsequently passed only a slightly less terrible proposal. Paulson then proceeded to give $125 billion to nine major banks that included few strings on their use of the money. These banks have failed to lend the money while having agreed to pay $108 billion in bonuses this year. There have been more bailouts but none of the $700 billion has helped people facing foreclosure. In addition, the lending freeze has not thawed and the credit crisis has spread to Main Street. The bailout bill has been a failure so far except for the major banks and those who will receive the bonuses.

The Larger Bailout

The total bailout has since grown to around $8 trillion, most of it being provided by the Federal Reserve, not by the Treasury’s bailout bill. Unfortunately there is little oversight or transparency to the funds from the Federal Reserve. Some of the other pieces of the bailout include: 

the Federal Reserve has become the buyer of sole resort for $1.6 trillion in commercial paper, a step in the right direction; 

along with the Treasury, the Federal Reserve has committed almost $600 billion to guarantee money market funds; 

in addition, the government will buy another $600 billion debt and mortgage-backed securities from Fannie Mae, Freddie Mac and Ginnie Mae;

However, there has been little direct aid has been provided to people at risk for losing their home except relative small amounts by the Federal Deposit Insurance Corporation (FDIC) under the leadership of Sheila Bair, chairwoman of the FDIC.  The FDIC has modified a small percentage of the home loans that were issued by IndyMac, a bank that the agency took over in July. This program is, in a sense, a model for the larger program that Sheila Bair proposed in mid-November to aid over 2 million borrowers to get new loans. So far the Treasury has not approved this program nor has Congress.

Some are raising some concern about how the Federal Reserve will finance all its purchases. Many are concerned that the Fed’s moves could weaken the currency by creating an excessive supply of dollars. One analyst said about a recent $800 billion commitment: “Today’s action again begs the question: if the Fed and the Treasury are backing the US financial system, who is backing the US?” Scott Garrett, a Republican Congressman said: “At the end of the day the taxpayer is ultimately on the hook no matter what spin we put on it. You really have to raise the question as to why did the secretary ever come to Congress in the first place for a $700bn bail-out package when it seems that the Fed can just do just about anything it wants to and loan and loan and loan and loan without any limitation whatsoever.” 

The government is clearly willing to commit enormous sums in an attempt to prevent this crisis from escalating further to another depression, but it definitely needs to do more for Main Street.

Ideas for Supporting Main Street

So what else should be done? Some examples of steps that need to be undertaken to aid Main Street are the following.

· We need to get money into peoples’ hands directly and not rely on banks to voluntarily lend money. A good way of putting money into the economy is to provide people with living wage jobs rebuilding and improving our physical and social infrastructure – highways, mass transit and the rail system, the utility grids, school buildings, bridges, sanitation systems, mental health programs, child care, education, etc. – and to work on conservation and renewable energy efforts. States and municipalities have programs already planned that could get this money into circulation almost immediately.

· We should provide state and local governments with sufficient funds to allow them to get through the looming recession/depression. Otherwise needed services will be cut in a time of greater need.
· ACORN is calling for three specific actions to start solving the foreclosure crisis: 
1) Heed Obama's Call for a 90-Day Moratorium.  

President-elect Barack Obama has called for a 90-day moratorium on foreclosures to help keep families in their homes and work out modifications that will permanently prevent unnecessary foreclosures. Citi, for one, recently announced that it would implement a 90-day foreclosure moratorium for mortgages it owns. Financial institutions and governments should heed this call and use the time to systematically modify all delinquent mortgages down to terms affordable to the homeowner. 
2) Enact Sheila Bair's Proposal for 2.2 Million Modifications.  

FDIC Chairman Sheila Bair has proposed using as little as $25 billion of the $700 billion bailout to guarantee up to half of the loss that may result from re-defaults after a modification. This insurance would help facilitate an estimated 2.2 million home loan modifications, which would have to reduce all housing costs down to 31% of a borrower's monthly income to qualify. My comment is that it is unfortunate that this approach will keep the grossly inflated mortgage value in place instead of reducing it to the current value.

3) Enact bankruptcy protections for principal residences to allow judicial modifications. Congress must close the loophole that allows the wealthy to protect their vacation homes and yachts while leaving those who only own one home out in the cold. This simple change would help an estimated 600,000 homeowners keep their homes and avoid foreclosure through loan modifications to truly affordable terms. 

· We must consider bailing out industries besides banking. For example, if we bail out the auto industry, some options include the nationalization of the industry and/or the imposition of strong conditions that support high mileage hybrids and electric vehicles. The industry can also manufacture components for mass transit.

· We can save money in the near term and long term by implementing a single-payer system of financing health care.
· We should also consider changing our tax system from taxes on wages to green taxes. Green taxes include charges on activities that despoil the earth as well as large charges on the extraction of finite natural resources. Part of the change would include a progressive tax on income and on wealth above certain levels.
Other Suggested Steps

· We also must provide funds to prevent the developing nations from being ruined. The Federal Reserve, the European Central Bank, the Bank of Japan and others must provide funds to these nations that are suffering due to this crisis caused primarily by the greed of U.S. speculators. The Federal Reserve has begun to do this to a degree by extending loans to the central banks of some developing nations.

· We must begin immediately to end the occupations of Iraq and Afghanistan. It may take a few months to get all U.S. forces, including the mercenaries, out of the area in an orderly fashion. Ending these occupations will save enormous amounts over the future. We need to work with the United Nations to help these nations return to a normal life. We must also pay the people of both countries reparations for the devastation we caused. 

· We must also greatly reduce military spending and focus on defense, not on maintaining an empire. This means that we also eliminate the over 700 overseas bases.

Some Necessary Regulations

In addition, in the longer term, we must re-regulate the financial services sector including the so-called shadow banking system. No sector can be excluded. Here are some specifics.

· There must be international coordination of regulations and tax policies in order to prevent financial groups from playing countries off against one another. 

· Herman Daly suggested that if the IMF wanted to limit international capital mobility, they could promote minimum residence times for foreign investment to limit capital flight and speculation, and they could propose a small tax on all foreign exchange transactions (Tobin tax). Most of all they could revive Keynes’ proposal for an international multilateral clearing union that would directly penalize persistent imbalances in current account (both deficit and surplus), and thereby indirectly promote balance in the compensating capital account, reducing international capital movements.
· The role of speculation has to be reined in and the ability to use large degrees of leverage eliminated. High levels of margin must be required. 

· Financial groups must have adequate capital buffers to deal with the risks associated with their dealings. 

· We should consider breaking up companies that are too big to fail. The anti-trust legislation that already exists can be used and additional legislation be enacted if necessary.

· We must make the Federal Reserve accountable to the GAO and Congress. Incredibly during this current crisis, the Fed has lent trillions with no transparency or accountability. 

· We should also consider eliminating the private creation of money. According to an article by David Korten, “one key to Wall Street’s power and to the inherent instability of the financial system is the current practice of private banks creating money with a simple bookkeeping entry each time they make a loan. …Leading economists and political figures, including Thomas Jefferson and Benjamin Franklin, have advocated replacing the system of bank-created debt-money with an alternative system in which the government creates debt-free money by spending it into existence to fund public goods like infrastructure or education. The suggestion that government create money with the stroke of a pen sets off all sorts of alarm bells about runaway inflation. The primary change, however, would simply be that the entry is made by government for a public good rather than by a private bank for private profit. Ellen Hodgson Brown’s The Web of Debt is an informative current review of issues and options. …Publicly issued debt-free money would greatly reduce debt, taxes, and environmental harm, be more equitable, and increase financial stability. In a democracy, it should be ours to choose.” 

· We must challenge the corporate control of our nation. We need to eliminate the concept of corporate personhood and the ability of corporations to buy access to candidates and politicians. 

· We also require the public funding of political campaigns.

This crisis, as terrible as it is and will be, provides an opportunity for real change. We should be able once and for all to bury the idea that the unregulated market is the answer. This crisis should finally end the rule of neo-liberal economics as well as the Friedman monetarist theory of economics. They have all been shown not to work in the real world. Even Michael Skapinker of the Financial Times concluded: “The cry of “leave it to the market” has lost any credibility. This is the second time in less than a decade that the market has shown its inability to prevent corporate excess. Fool me once, shame on you; fool me twice, shame on me, as they say in America.”

Let us now get on with changing the world and building a real democracy. Don’t wait on our so-called leaders – it is up to us. 

